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EXPOSURE DRAFT 
PROPOSED STATEMENT ON 
AUDITING STANDARDS 
THE AUDITOR'S STANDARD REPORT 
FEBRUARY 14, 1987 
Prepared by the AICPA Audit ing Standards Board 
For comment from persons interested in audit ing and reporting 
Comments should be received by July 15, 1987, and addressed to 
AICPA Audit ing Standards Division, File 2347A 
1211 Avenue of the Americas, New York, N.Y. 10036-8775 
GDD307 
SUMMARY 
Why Issued 
"The Auditing Standards Board is issuing this Statement to help the public understand the auditor's role 
by requiring the auditor's standard report to more explicitly address— 
• The responsibility the auditor assumes. 
• The procedures the auditor performs. 
• The assurance the auditor provides. 
What It Does 
This Statement changes generally accepted auditing standards as follows: 
1. Prescribes a new auditor's standard report, which supersedes that presented in paragraph 7 of SAS 
No. 2, Reports on Audited Financial Statements, and includes the following: 
• A title that includes the word independent 
• A statement that all the information in the financial statements is the representation of manage-
ment 
• An explanation of the scope of the audit, which (a) states that the audit is designed to evaluate 
whether the financial statements are materially misstated, (b) discusses the factors involved in 
achieving reasonable assurance as a result of that evaluation, and (c) states that the auditor 
believes the procedures performed were adequate in the circumstances to express the opinion 
presented 
• An opinion on whether the financial statements are fairly presented, in all material respects, in 
conformity with generally accepted accounting principles 
2. Rescinds the second standard of reporting, which requires the report to state whether accounting 
principles have been consistently observed 
3. Amends various statements on auditing standards as a result of the deletion of the consistency 
standard 
The proposed SAS The Auditor's Consideration of an Entity's Ability to Continue in Existence amends 
SAS No. 2 to eliminate opinions qualified "subject to" the effect of uncertainties; however, it requires 
auditors to address material uncertainties in their reports. The Appendix to this proposed Statement 
includes an example, consistent with that amendment, of a report modified because of an uncertainty. 
How ft Differs From Existing Standards 
This Statement— 
• Changes the language of the auditor's standard report. 
• Deletes the reference to consistency in the auditor's standard report. 
Also, in conjunction with the proposed SAS The Auditor's Consideration of an Entity's Ability to Con-
tinue in Existence, this Statement eliminates opinions qualified subject to the effect of an uncertainty. 
This exposure draft has been sent to— 
• Practice offices of CPA firms. 
• Members of AICPA Council and technical committees. 
• State society and chapter presidents, directors, and 
committee chairmen. 
• Organizations concerned with regulatory, supervisory, or 
other public disclosure of financial activities. 
• Persons who have requested copies. 
February 14, 1987 
Accompanying this letter is an exposure draft of a proposed statement on auditing standards titled 
The Auditor's Standard Report. 
The purpose of the auditor's standard report is to communicate the nature of the auditor's work and the 
auditor's conclusions about the financial statements. Those messages have not reached some users of 
financial statements; they have been obscured in what many believe is the overly technical language of the 
auditor's report. The Auditing Standards Board is issuing this Statement to help users of financial state-
ments understand the auditor's report by requiring that report to more explicitly address the responsibil-
ity the auditor assumes, the procedures the auditor performs, and the assurance the auditor provides. 
The proposed SAS prescribes a new form of the auditor's standard report. This letter discusses each of the 
components of the new report, the title, the introductory paragraph, the scope paragraph, and the opinion 
paragraph. 
Title 
The proposed SAS requires the report to be titled and the word independent to be included in the title. 
Including independent in the title distinguishes the report from that of the entity's management or inter-
nal auditors and clarifies a characteristic of the auditor's work that may not be apparent without such 
explicit statement. 
Introductory Paragraph 
The introductory paragraph includes a statement that the financial statements were audited, rather than 
the currently used word examined. The board considers the word audited to be more descriptive of the 
audit process and believes it will be better understood by users. 
The introductory paragraph also includes a statement that all the information in the financial statements 
is the representation of management. This statement gives users clearer notice of management's respon-
sibility for the financial statements. It changes neither management's responsibilities nor the existing 
relationship between management and the independent auditor. This statement is appropriate whether or 
not the auditor assisted in the preparation of the financial statements; that assistance does not change 
the character of the statements as representations of management. 
Scope Paragraph 
The scope paragraph includes a statement that the audit is designed to evaluate whether the financial 
statements are materially misstated. This statement explains to users the extent of the auditor's responsi-
bility for detecting errors or irregularities. 
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To further explain that responsibility, the board is considering modifying materially misstated with the 
words intentionally or unintentionally. The inclusion or exclusion of these modifying words does not 
affect the auditor's underlying responsibility. The board's intention is to explain that responsibility as 
clearly as possible. 
The report describes generally the steps the auditor takes to achieve reasonable assurance that the finan-
cial statements are free of material misstatement. The steps the report describes include examining on a 
test basis evidence that supports the amounts included in the financial statements, assessing the appro-
priateness of the accounting principles management has used and of the significant estimates it has 
made, and assessing the appropriateness of the overall financial statement presentation and disclosures. 
Including this discussion in the report achieves two objectives: first, users are informed that an audit is 
designed to provide reasonable, not absolute, assurance that the financial statements are free of material 
misstatement and, second, users are informed about certain aspects of an audit that may affect their 
understanding and interpretation of the auditor's opinion. 
The scope paragraph closes with a statement that the auditor believes the procedures performed were 
appropriate in the circumstances to express the opinion presented. In the context of the sentences pre-
ceding it, this statement informs users that, although an audit has inherent limitations, the auditor has 
formed a positive conclusion about the scope of the audit work performed. 
Opinion Paragraph 
The report expresses an opinion about whether the financial statements are fairly presented, in all mate-
rial respects, in conformity with generally accepted accounting principles. The inclusion of the phrase in 
all material respects informs users that the auditor's opinion does not attest to the absolute accuracy of 
the financial statements. 
Other Matters 
The report no longer addresses the consistent application of accounting principles among the periods 
presented because generally accepted accounting principles now require footnote disclosure of changes in 
accounting principles When the consistency standard was adopted, no formal accounting rule existed for 
maintaining consistent application of accounting principles or for accounting for changes and disclosing 
them in the financial statements. The removal of the consistency reference would not change the auditor's 
existing responsibility to evaluate changes in accounting principles. If the auditor concludes that finan-
cial statements do not comply with APB Opinion No. 20, Accounting Changes, then the auditor's opinion 
will be modified for a departure from generally accepted accounting principles. 
The proposed SAS The Auditor's Consideration of a Client's Ability to Continue in Existence amends SAS 
No. 2 so that auditors no longer express opinions qualified "subject to" the effect of uncertainties; however, 
when a material uncertainty exists and has been disclosed in the notes to the financial statements in con-
formity with Statement of Financial Accounting Standards (SPAS) No. 5, Accounting for Contingencies, 
the opinion paragraph refers to that disclosure. An example of this report and examples of other modifica-
tions to the auditor's standard report are included in the Appendix to this exposure draft. 
Comments or suggestions on any aspect of this exposure draft will be appreciated. The Auditing Standards 
Board's consideration of responses will be helped if the comments refer to specific paragraphs and include 
supporting reasons for each suggestion or comment. 
In developing guidance, the Auditing Standards Board considers the relationship between the cost 
imposed and the benefits reasonably expected to be derived from audits. It also considers differences that 
the auditor may encounter in the audit of the financial statements of small businesses and, when appro-
priate, makes special provisions to meet those needs. Thus, the board would particularly appreciate com-
ments on those matters. 
Mitten comments on the exposure draft will become part of the public record of the Auditing Standards 
Division and will be available for public inspection at the offices of the AICPA after August 17, 1987, for 
one year. Responses should be sent to the Auditing Standards Division, File 2347A, in time to be received 
by July 15, 1987. For convenience in responding, a perforated response form is attached and a postpaid 
return envelope is provided with this exposure draft. 
Sincerely, 
Jerry D. Sullivan 
Chairman 
Auditing Standards Board 
' Dan M. Guy 
Vice President, Auditing 
PROPOSED STATEMENT ON AUDITING STANDARDS 
THE AUDITOR'S STANDARD REPORT 
(Supersedes Statement on Auditing Standards No. 2 , Reports on Audited 
Financial Statements, paragraph 7)1 
X. The auditor's standard report 
consists of identification of the finan-
cial statements audited in an opening 
(introductory) paragraph, a state-
ment describing the nature of an 
audit in a scope paragraph, and an 
expression of the auditor's opinion in 
a separate opinion paragraph.2 The 
basic elements of the report are the 
following: 
a. The report should be titled, and 
the title should include the word 
independent.3 
1
 The following statements on auditing stand-
ards (SASs) will be modified by this State-
ment: 
• SAS No. 1, Codification of Auditing Stand-
ards and Procedures (AICPA, Professional 
Standards, vol. 1, AU sec. 150.02), the sec-
ond standard of reporting, which requires 
the report to state whether accounting 
pr inc ip les have been cons i s ten t ly 
observed, will be deleted. 
• SAS No. 1 (AICPA, Professional Stand-
ards, vol. 1, AU sec. 420, "Consistency of 
Application of Generally Accepted Ac-
counting Pr inc ip les" and sec. 546, 
"Reporting on Inconsistency") will be 
amended as a result of the deletion of the 
standard on consistency. 
• SAS No. 2, Reports on Audited Financial 
Statements, will be amended as a result of 
the deletion of the standard on consistency. 
In addition, examples of modified reports 
in that Statement will be superseded by 
the examples in the accompanying Appen-
dix. 
Other editorial changes will be made to 
Statements and Interpretations as appropri-
ate to incorporate the wording of the new 
standard report. 
2
 An audit, for purposes of this document, is 
defined as an examination of historical finan-
cial statements performed in accordance 
with generally accepted auditing standards 
for the purpose of expressing an opinion as to 
whether the financial statements, in all mate-
rial respects, are fairly presented in confor-
mity with generally accepted accounting 
principles. 
3
 This Statement does not require a title for an 
accountant's report if the accountant is not 
independent. See SAS No. 26, Association 
With Financial Statements (AICPA, Profes-
sional Standards, vol. 1, AU sec. 504), for 
guidance on reporting when not indepen-
dent. 
b. A statement that the financial 
statements were audited. 
c. A statement that the financial 
statements are the representa-
tions of management.4 
d. A statement that the audit was 
performed in accordance with 
generally accepted auditing 
standards.5 
e. A statement that the audit is 
designed to evaluate whether the 
financial statements are materi-
ally misstated (intentionally or 
unintentionally).6 
f. A discussion of factors involved in 
achieving reasonable assurance as 
a result of that evaluation: 
(X) By examining evidence, on a 
test basis, that supports the 
amounts included in the 
financial statements 
(2) By assessing the appropriate-
ness of the accounting princi-
4
 In some instances, a document containing 
the auditor's report may include a statement 
by management regarding its responsibility 
for the presentation of the financial state-
ments. Nevertheless, the auditor's report 
should also state that the financial statements 
are management's representation. 
5
 Generally accepted auditing standards 
include the standards adopted by the mem-
bership of the AICPA, as well as the state-
ments on auditing standards that interpret 
those standards. In some cases, regulatory 
authorities may have additional require-
ments applicable to entities under their 
jurisdiction and auditors of such entities 
should consider these requirements. 
6
 The modifying words intentionally or unin-
tentionally have been suggested as possible 
additional explanatory words to this State-
ment. The Auditing Standards Board re-
quests that commentators to this proposed 
Statement specifically address this issue if 
commenting on this item. Please note that 
the inclusion or exclusion of these modifying 
words would not alter the underlying auditor 
responsibility. The intent of including or 
excluding the words is to explain the audi-
tor's responsibility as clearly as possible. 
pies used and the significant 
estimates made by manage-
ment 
(3) By assessing the appropriate-
ness of the overall financial 
statement presentation and 
disclosures 
g. A statement that the auditor be-
lieves the procedures performed 
were appropriate in the circum-
stances to express the opinion 
presented. 
h. An opinion as to whether the 
financial statements are fairly pre-
sented, in all material respects, in 
conformity with generally ac-
cepted accounting principles. 
i. Date.7 
The form of the standard report is as 
follows:8 
I n d e p e n d e n t Audi tor ' s R e p o r t 
[Introductory paragraph] 
We have audited the accompanying 
balance sheet of X Company as of 
December 31 , 19XX, and the related 
statements of income, retained earn-
ings, and changes in financial position 
for the year then ended. These finan-
cial statements are the representations 
of X Company's management. 
[Scope paragraph] 
We performed our audit in accordance 
w i t h g e n e r a l l y a c c e p t e d a u d i t i n g 
s tandards. Those s tandards r equ i re 
that an audit be designed to evaluate 
whether the financial statements are 
materially misstated (intentionally or 
7
 See SAS No. 1, Codification of Auditing 
Standards and Procedures (AICPA, Profes-
sional Standards, vol. 1, AU sec. 530), for 
guidance on dating of the independent audi-
tor's report. 
8
 See the Appendix for examples of modified 
reports worded to conform to the new word-
ing of the standard report. 
7 
8 EXPOSURE DRAFT 
unintentionally).9 Reasonable assur-
ance regarding that evaluation is 
achieved by examining evidence, on a 
test basis, that supports the amounts 
included in the financial statements, 
by assessing the appropriateness of the 
9
 See footnote 6. 
accounting principles used and the sig-
nificant estimates made by manage-
m e n t , a n d by a s s e s s i n g t h e 
appropriateness of the overall financial 
statement presentation and disclo-
sures. We believe that our auditing 
procedures were appropriate in the 
circumstances to express our opinion 
presented below. 
[Opinion paragraph] 
In our opinion, the financial state-
ments referred to above are, in all 
material respects, fairly presented in 
conformity with generally accepted 
accounting principles. 
[Date] 
APPENDIX 
EXAMPLES OF MODIFICATIONS TO AUDITOR'S STANDARD REPORTS 
OPINION QUALIFIED BECAUSE 
OF A DEPARTURE FROM 
GENERALLY ACCEPTED 
ACCOUNTING PRINCIPLES 
I n d e p e n d e n t Audi to r ' s R e p o r t 
[Same first and second paragraphs as 
the standard report] 
The Company has excluded from prop-
erty and debt in the accompanying bal-
ance sheet certain lease obligations 
that, in our opinion, should be capital-
ized in order to conform with generally 
accepted account ing p r inc ip les . If 
these lease obligations were capital-
ized, property would be increased by 
$ , long-term debt by $ , 
and retained earnings by $ as of 
December 31, 19XX, and net income 
and earn ings p e r share w o u l d be 
increased (decreased) by $ and 
$ , respectively, for the year then 
ended. 
In our opinion, except for the effects of 
not capitalizing lease obligations, as 
discussed in the preceding paragraph, 
the financial s tatements referred to 
above are, in all material respects , 
fairly presented in conformity with 
generally accepted accounting princi-
ples. 
[Date] 
OPINION QUALIFIED BECAUSE 
OF A SCOPE LIMITATION 
[Assuming that the effects of the limita-
tion are not suck that the auditor has 
concluded that a disclaimer of opinion 
is appropriate,] 
I n d e p e n d e n t Audi to r ' s R e p o r t 
[Same first paragraph as the standard 
report] 
Except as discussed in the following 
paragraph, we performed our audit in 
accordance with generally accepted 
auditing standards. Those standards 
require that an audit be designed to 
evaluate whether the financial state-
ments are materially misstated (inten-
tionally or unintentionally). Reason-
able assurance regarding that evalua-
tion is achieved by examining evi-
dence, on a test basis, that supports the 
amounts included in the financial state-
ments, by assessing the appropriate-
ness of the accounting principles used 
and the significant estimates made by 
management , and by assessing the 
appropriateness of the overall financial 
s t a t emen t presentat ion and disclo-
sures. We believe that our auditing 
procedures were appropriate in the 
circumstances to express our opinion 
presented below. 
We were unable to obtain audited 
financial s ta tements supporting the 
Company's investment in a foreign 
affiliate stated at $ , or its equity 
in earnings of that affiliate of $ , 
which is included in net income, as 
described in Note X to the financial 
statements. Because of the nature of 
t h e Company ' s r ecords , we were 
unable to satisfy ourselves as to the car-
rying value of the investment or the 
equity in its earnings by means of other 
auditing procedures. 
In our opinion, except for the effects of 
such adjustments, if any, as might have 
been determined to be necessary had 
we been able to examine evidence 
regarding the foreign affiliate invest-
ment and earnings, the financial state-
ments referred to above are, in all 
material respects, fairly presented in 
conformity with generally accepted 
accounting principles. 
[Date] 
REPORT MODIFIED BECAUSE OF 
AN UNCERTAINTY1 
I n d e p e n d e n t Auditor 's R e p o r t 
[Same first and second paragraphs as 
the standard report] 
In our opinion, the financial state-
ments referred to above are, in all 
material respects, fairly presented in 
conformity with generally accepted 
accounting principles. As discussed in 
Note X to the financial statements, the 
Company is a defendant in a lawsuit 
alleging infringement of certain patent 
rights and claiming royalties and puni-
tive damages. The Company has filed a 
counteraction, and preliminary hear-
ings and discovery proceedings on 
1
 The proposed SAS The Auditor's Consider-
ation of a Client's Ability to Continue in 
Existence provides guidance on modifying an 
auditor's report due to an uncertainty as to an 
entity's continued existence. That proposed 
Statement would also amend SAS No. 2, 
Reports on Audited Financial Statements, 
paragraphs 21 through 26, regarding report 
modification due to uncertainties in general. 
This example report reflects that proposed 
amendment. 
both actions are in progress. The ulti-
mate outcome of the lawsuit cannot 
presently be determined. Accordingly, 
no provision for any liability that may 
resul t upon adjudicat ion has b e e n 
made in the accompanying financial 
statements. 
[Date] 
ADVERSE OPINION 
I n d e p e n d e n t Audi tor ' s R e p o r t 
[Same first and second paragraphs as 
the standard report] 
As discussed in Note X to the financial 
statements, the Company carries its 
property, plant, and equ ipment ac-
counts at appraisal values and provides 
depreciation on the basis of those val-
ues. Further, the Company does not 
provide for income taxes with respect 
to d i f f e r ences b e t w e e n financial 
income and taxable income arising 
because of the use, for income tax pur-
poses, of the installment method of 
repor t ing gross profit from cer ta in 
types of sales. General ly accep ted 
accounting principles, in our opinion, 
r e q u i r e tha t p rope r ty , p l an t , a n d 
equipment be stated at an amount not 
in excess of cost, reduced by deprecia-
tion based on that amount, and that 
deferred income taxes be provided. 
Because of these departures from gen-
erally accepted accounting principles 
identified above, as of December 3 1 , 
19XX, inventories have been over-
stated by $ through the inclusion 
in manufacturing overhead of depreci-
ation in excess of that based on cost; 
property, plant, and equipment , less 
accumulated depreciation, is carried at 
$ in excess of an amount based 
on the cost to the C o m p a n y ; and 
deferred income taxes of $ have 
not been r eco rded , resu l t ing in a 
$ o v e r s t a t e m e n t in r e t a i n e d 
earnings and in a $ appraisal sur-
plus. For the year ended December 
31, 19XX, cost of goods sold has been 
overstated by $ because of the 
effects of the depreciation accounting 
r e f e r r e d to a b o v e , a n d d e f e r r e d 
income taxes of $ have not been 
provided, resulting in an understate-
ment of net income and earnings per 
share of $ and $ , respec-
tively. 
In our opinion, because of the effects 
of the matters discussed in the preced-
ing paragraph, the financial statements 
referred to above are not, in all mate-
9 
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rial respects, fairly presented in con-
formity with generally accepted 
accounting principles. 
[Date] 
DISCLAIMER OF OPINION 
BECAUSE OF SCOPE LIMITATION 
- Independent Auditor's Report 
We were engaged to audit2 the accom-
panying balance sheet of X Company as 
2Note change from first paragraph of standard 
independent auditor's report. 
of December 31, 19XX, and the related 
statements of income, retained earn-
ings, and changes in its financial posi-
tion for the year then ended. These 
financial statements are the represen-
tations of X Company's management. 
[Second paragraph of standard report 
omitted] 
The Company did not take a physical 
inventory, stated in the accompanying 
financial statements at $ as of 
December 31, 19XX, and at $ as 
of December 31, 19X0. Further, evi-
dence supporting the cost of property 
and equipment acquired prior to 
December31,19XX, is no longer avail-
able. The Company's records do not 
permit the application of other audit-
ing procedures to inventories or prop-
erty and equipment. 
Since the Company did not take physi-
cal inventories and we were unable to 
apply other auditing procedures to sat-
isfy ourselves as to inventory quanti-
ties and the cost of property and 
equipment, as noted in the preceding 
paragraph, the scope of our work was 
not sufficient to enable us to express, 
and we do not express, an opinion on 
the financial statements referred to 
above. 
[Date] 
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